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memorandum
CC:WR:SCA:SD:TL-N-788-99
GhKindel

date: MAR e 1093

to: Examination Division, Southern California District
ATIN: Richard Woods, Team Cocrdinator, CE 1108

from: Associate District Counsel, San Diego

subject | -- 2cquisition and Transfer of Stock

This memorandum responds teo your request for advice

regarding (1) the acquisition by (the "Taxpayer)
of stock in tarough a plan of
reorganization an 2) the subsequent transfer by the Taxpayer of

the stock in to another shareholder.

DISCLOSURE STATEMENT

This advice constitutes return information subject to I.R.C.
§ 6103. This advice contains confidential information subject to
attorney-client and deliberative process privileges and if
prepared in contemplation of litigation, subject to the attorney
work product privilege. Accordingly, the Examination or Appeals
recipient of this document may provide it only to those persons
whose official tax administration duties with respect to this
case require such discleosure. In no event may this document be
provided to Examination, Appeals, or other persons beyond those
specifically indicated in this statement. This advice may not ke
disclosed to taxpayers or their representatives.

This advice is not binding on Examination or Appeals and is
not a final case determination. Such advice is advisory and does
not resolve Service position on an issue or provide the basis for
closing a case. The determination of the Service in the case is
to be made through the exercise of the 1ndependent judgment of
the office with jurisdiction over the case.
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ISSUES

1. Whether the Taxpayer properly treated the transaction

in which it exchanged its stock in || G io- stock in
#, warrants to purchase stock in R
, and cash as (a) a tax-free exchange covered by

I.R.C. § 351 and (b} a redemption covered by I.R.C. § 302(b)(3}).

2. Whether the transaction identified in Issue 1 gualifies
as a tax-free reverse triangular merger.

3. Whether the Taxpayer properly treated the loss realized
on the transfer of its stock in h to
ISRl 25 an ordinary 10ss, wnere:
the Taxpayer transferred its stock in ||| Gz

to in exchange for a
nMutual Release of Claims®

a .

and

b. treated the transfer as a
"purchase price adjustment" to reflect that the wvalue of the
Taxpayer's stock in was overstated at the
time of the transaction identified in Issue 1.

4. Whether the Service should allow the Taxpayer an
ordinary loss pursuant to I.R.C. § 165(g) (3) with respect to

advances made by the Taxpaver to | -1 = capital
loss on the sale of ﬂ's stock.

CONCLUSIONS

1. No. The form of the transaction is a reverse
triangular merger, not an exchange with a contrclled corporation.
I.R.C. § 368(a) (2) (E) was enacted to address the tax consequences
of reverse triangular mergers. As a result, I.R.C. § 351 is not
applicable.

2. No. Although the transaction meets the requirements of
I.R.C. § 3868(a) (2){E), it does not satisfy the requirement for
"continuity of interest." The Taxpayer transferred nearly [

ercent of its stock for cash and HB percent for steck in
DR The Taspayer did noc

raserve a substantial
portion of the value of its interest 1in _

Therefore, the transaction should be treated as a sale of the
Taxpayer's stock in

3. No. The transfer of the Taxpayer's stock in _
I - o d should be considered as

part of the transaction inveolving the reverse triangular merger.
As such, the transfer results in a capital loss,
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4, No.

T.R.C. § 165(g] (3) relates to worthless securities of an
affiliated corporation, not bad debts. Nonetheless, it appears
that the Service 1s attempting to recast the transaction as
something other than a reverse triangular merger. RS

FACTS
Parties

I (e "Taxpayer") is a Delaware corporaticn
doing business in San Diego, Califernia. The Taxpayver owns and
cperates several chain restaurants, most notably the

Restaurants., The Taxpayer uses a 52-53 week year as its
taxable year.

I ") is a Delaware corporation,
which prior to , was a wholly-owned subsidiary of the
Taxpayer. owns and operates a chain of i
restaurants called . pricr to NN
had I shares of common stock issued and outstanding.

(Il

") is a Delaware corporation
formerly known as (v "y
i owns and oierates various restaurant chains, including

, and

f

m“-") is a Delaware limited
partnersnlp unrelated Lo the Taxpayer.

Acquisition of N

In . che Taxpayer and [ announced their

intentions to acquire for the purpose of forming a new
company to operate the restaurants along with [ s
restaurants. In , the majority shareholder of Il
agreed to a bankruptcy reorganization of

on , the Taxpayer, along with two other
investors, - and — ()

entered into an Acquisition Agreement with . The Acguisicion
Aireement consists of two parts: (1) puxchase of [} stock by

and B -nd (2) merger of a newly formed subsidiary of
with and into . - _

1 - is a limited partnership unrelated to the Taxpaver.
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The reorganization plan that was filed with the bankruptcy
court does not set forth the specific details of the Acquisition
Agreement; it simply refers to the Acquisition Agreement.

Pursuant to the reorganization plan, the shareholderg an
creditors of did not receive any stock in or .

Part 1 -- Purchase of Stock by and

agreed to purchase' shares of common _stock
Bl o s per share, while agreed to purchase IR
shares.? See Acguisition Agreement, § 2.1 (a).
contributed Sh in cash for its shares, which constituted
a BB percent interest in See Form 10-K, Anniii Reiortl
Consolic%di’lnam:lal Statemencs, Note 3 (filed
B . contributed $— in cash for its shares,
which constituted an percent interest in See id.
Certain management-level employees cof contributed $

B in cash and notes for shares constituting a il percent
interest 1in . See id.

Part 2 -- Merger of Subsidiary wit_
. aireed to form a subsidiary, called _

in

{("Merger Sub"), for the purpose of merging into I
B Sc: 2cguisition Agreement, § 2.1{b}). Merger Sub was
incorporated on * See Agreement and Plan of
Merger (the "Merger Agreement”), attached as Exhibit E to the

Acquisition Agreemenc. Cn that date, |l transferred to Merger
Sub the following:

1. N -hares of common stock of
2.

warrant to purchase shares of new common
stock of M ac per share (the "Warrant");
and

3. an amount of cash equal to S|HIIEIGNGEG Lcss che
principal amount of capitalized leases and face

amount of indebtedness of

See Acqguisition Agreement, § 2.2(b).

In the Acguisition Agreement, the Taxpayer represented the
following:

: Certain management-level employses purchased shares of s commen
stock. These purchases reduced the number of shares ultimately purchased by

B - N co N - BN :ospectively. Ses the

Taxpayer's response to IDR FM-07 and the Taxpayer's "Statement under Regs.
1.351-3{a}."
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Schedule §.2 hereco sets forth and
describes all cutstanding indebtedness

(including capitalized lease obligations) of
BN -c cach of the *
Subsidiaries. Except as set forth in the

Disclosuyre Statement con the date hereof
neit:her_ nor any of the
Subsidiaries has, or immediately following
the Cleosing will have, any material
liabilities or obligations of any nature,
abscolute, accrued, contingent or otherwise
{including, without limitation, liabilities
for Previously Divested Operations of
B c:her than liabilities or obligations
incurred after the date hereof in a manner
nect prohibited by Section 6.4 hereof, which
liabilities cor obligations are disclosed in
the Registration Statement on the date it is
declared effective. The principal amount of
capitalized leases and the face amount of
indebtedness (other than amounts owing te
third parties in respect of trade payables,
accrued liabilities, deferred income,
straight line rent, CAPE withholding and
matching, deferred gains on sale leasebacks,
unclaimed property and other liabilities) to
be retained by or assigned to and
its Subsidiaries immediatel rior to the
merger shall not exceed S& and s
ﬁ respectively.

T

See Acquisition Agreement, § 5.2(d). The Taxpayer claims that
Schedule 5.2 identifies two liabilities not retained by e

, (1) an "Intercompany Payable" in the amount of
$ and (2) a "Bank Debt" in the amount of $ See
the Taxpayer's response to IDR FM-07. The Taxpayer claims that
it assumed these liabilities as part of the merger transaction.
Id.

The "Intercompany Payable" apparently refers to advances
made by the Taxpayer to _ It is unclear to what the
"Bank Debt" refers.

Pursuant to the Merger Agreement, on ,
Merger Sub merged with and into — At that time, each

outstanding share of | comnon stock was converted into
the right to receive a pro rata share of:

1. T shares of common stock of [l
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2. & warrant to purchase an aggregate of _
shares of new common stock of for SHIM per
share; and

3. <N i cash.’

ee Merger Agreement, § 1.2(a). BAlso at that time, each ,
outstanding share cf Merger Sub's commen stock was converted into
one share of common stock. See Merger Agreement,

§ 1.2(b).

Treatment by the Taxpayver

The Taxpayer treated the transaction as both an exchange
pursuant to I.R.C. § 351 and a redemption pursuant te I.R.C.
§ 302(b) (3). The Taxpayer states:

Under the terms of the agreement, a

newly-created, wholly-owned subsidiary of

was merged into _

with becoming the

surviving corporation. The merger
transacticon is described in the Agreement and
Plan of Merger. The merger itself had no tax
impact on the transacticn as it relates to
h. However, this agreement
relterates the amount of cash and stock
received in the transaction.

ee the Taxpayer's response to IDR FM-C7.

The Taxpayer computed the amount realized on the transaction
as follows:

Amount Realized

B scock
Cash

Total

! The term "Merger Consideration" is defined in the Acquisitien

Agreement as (a) [l shares of common stock of MM, (b) warraat to
purchase an aggregate of shares of common stock of [ l. 2nd (¢) cash
equal to § less the principal amount of capitalized leases and face
amount of indebtedness ot‘ﬁ See Acguisition Agreement, § 1{a).
Again, certain management-level employees purchased shares of [l s~ common
stock. These purchases reduced the number of shares ultimately received by
the Taxpayer to See the Taxpayer's response to IDR FM-07.

* 'The Taxpayer states that it received $_ in cash, instead cf
the &l a5 listed in the Merger Agreement. See the Taxpayer's
response to IDR FM-07,
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The Taxpaver did not include any value for the Warrant in the
amount realized. See the Taxpayer's response to IDR FM-07.

The Taxpayer claims that, at the time of the transaction,
its basis in the DS crock was SN and that its
basis in the "Intercompany Payable" and the "Bank Debt" was
S - C S , respectively. See the Taxpayer's
response to IDR FM-07. The Taxpayver, therefore, claimed a basis

of 5 ST - - - s B - Sc-

the Taxpayer's response to IDR FM-07.

The Taxpayer then allocated the amount realized and basis
between the section 351 transaction and the redempticn '
sransaction using percentages egqual to the ratic of the amount
realized in each transaction to the total proceeds. See the
Taxpayer's response to IDR FM-07.

351 Transaction

value of - stock + total proceeds = percentage
attributable to 351 transaction

s - I -

Redemption Transaction

cash received + total proceeds = percentage
attributable to redemption transaction

sHI - - D - B

The Taxpayer, therefore, computed the amount of gain/loss from
each transaction as fcllows:

351 Transaction

Amount Realized s
Basis T (S— s E—
Loss (3 )

Redemption Transaction

Amount Realized S '
Basis (I < ;N
LosSS ($ B

See the Taxpayer's response to IDR FM-07.

As a result of the section 351 transaction, the Taxpayer did
not reccgnize any loss. With respect to the redemption
transaction, the Taxpayer elected to attribute to itself any net
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operating losses attributable to _, pursuant to Treas.
Reg. § 1.1502-20(g) (1). See the Taxpayer's response to IDR FM-
07. On its income tax return, however, the Taxpayer identifies

the loss disallowsd pursuant to Treas. Reg. § 1.1502-20(a) (1) as
s . o S

Transfer of R

As a result of negative publicity regarding the nutritional
value of food, wrote off the goodwill attributable to
in the fourth quarter of . The Taxpayer wrote down
its entire investment in [l in the first quarter of M as a
result of the goodwill write-off.

In -, B con-inued to have substantial losses and needed
additional funds to cperace. Before the creditorg would advance
any additicnal funds to -, the shareholders of -had Co enter
into participation purchase agreements. The Taxpayer did not
want to enter such an agreement for these additional adwvances.
See Form 10-K

. Annual Report, Consolidated Financial Statements,
Note 3 (filedﬂ}.

at the same time, |l began rumbling about certain claims

that it had against the Taxpaver in connecticn with the
acquisition of ol . See Minutes of the Board of
Directors, . specifically, [ c12ivec that

the Taxiayer had misrepresented the value and profitability of
On

, the Taxpayer and E entered into
an Exchange Agreement, in which q acquired all of the
Taxpayer's shares of |l stock, including the Warrant, in
exchange for a "Mutual Release of Claims." Pursuant to the
Mutual Release of Claims, [l released the Taxpayer "from any
and all rights, claims, expenses, debts, demands, costs,
contracts, liabilities, obligations, actions and causes of action
of every nature, whether in law or equity, whether known or
unknown, foreseen or unforeseen, arising out of or related to the
Acquisition Agreement . . . dated as of || GGG .o

See Mutual Release of Claims, § 1. The Taxpayer released F
"from any and all Claims." See Mutual Release of Claims, 2

The Taxpayer reported an ordinary loss in the amount of
$_ on the transfer, claiming that it did not receive any
consideration for the [l stock, that, therefore, the loss
realized on the transfer did not result from a "sale or
exchange," and that I.R.C. § lé5(a) is the controlling provisicn.
See the Taxpayer's respaonse to IDR FM-11.
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, however, treated the transaction quite differently.
described it as follows: '

Subsequent to the - Investment, [N
began to experience financial difficulties
adversely affecting its financial cecndition.
During this period, issues arose with respect
toc, among cother things, the value of certain
of the property contributed to in the
B Investment, and, J'.nﬁrticular, the
value of the stock cof contributed
b These issues were resolved in
among the relevant parties
through, among cther things, an adjustment
and revaluation of the
contributed b and a transfer to

After giving effect to this

rice" or "contribution adjustment”
Investment . . F
roximately of the stock
had no continuing interestc.
The transfer of the Common Stock to
was effectively treated
as a purchase price adjustment to reflect
that had overpaid for its

g,

B original interest in

See letter dated fron o the Internal
Revenue Service. also notes that the value of the

Taxpayer's [l stock was de minimus.

The Service initially proposed a disallowance of the
ordinary loss in the amount of $ on the grounds that
there was a sale or exchange of a capital asset and that, as
such, the loss was a capital loss.

The Service has reevaluated this proposal based on the
information obtained from — The Service now proposes to
allow a "bad debt [pursuant to] I.R.C. § 165(g) (3)" with respect
to the advances and a capital loss with respect to the sale of
stock. The Service would allocate the cash received by the
Taxpayer in Il to the advances and the stock pro rata and would

allow the loss to be claimed in I, using an Arrowsmith
analysis. -

It is our understanding that the Service previously closed
the examination of the Taxpayer's fiscal year ending _
. and that the Service has promised to clgse the
examination of the Taxpayer's fiscal year ending

, by the end of NN The Service, therefore, does not
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intend tc obtain any additicnal information on the transacticns
described above or to develop the issues further.

DISCUSSION

I. acoursiTIion oF Il stock
A. SECTION 351

No gain or loss is recognized on the transfer of meoney or
property to a corpcoration by cne or more persons sclely in
exchange for stock in such corporation if, immediately after the
exchange, such person or persons control the corporation. I.R.C.
§ 351(a}). The term "control” means the ownership of stock
possessing at least 80 percent of the total combined voting power
of all stock outstanding and at least 80 percent of the total
number of shares of stock cutstanding. I.R.C. § 351(a) and
I.R.C. § 388(c).

The Taxpayer claims that I.R.C. § 351 applies to a portion
of the transaction in which it, -, and acquired the
stock of M. The Taxpayer claims that "[tlhe merger itself had
no tax impact on the transaction.®

-

We disagree. The Taxpayer chose the form of the
transaccion. It chose ko reorganize-- using a merger of its
subsidiary, d, with a newly created subsidiary of B
Merger Sub. Despite the Taxpayer's statements teo the contrary,
the Taxpayer did not simply transfer its shares of
stock to JJl in exchange for shares of | stock.

Arguably, Merger Sub was a transitory entity and should be
disregarded in analyzing the tax consequences of the transaction.
If Merger Sub is disregarded, the Taxpayer did transfer its
shares of I s:-ock to M in exchange for shares of
stock. I.R.C. § 368{a)(2)(E}), however, was enacted to address
the tax consequences of reverse triangular mergers. As a
conseguence, the tax consequences of the merger of Merger Sub
with _must depend on the application I.R.C.

§ 368(a)(2) (£}, and not I.R.C. § 351.

B. REVERSE TRIANGULAR MERGER

1. Statutory Provisions _

No gain or loss is recognizéd if stock or securities in a
corporation a party to a recorganization are, in pursuance to a
plan of reorganization, exchanged solely for stock or securities
in another corporation a party to the reorganization. TI.R.C.

§ 354 (a).
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An exchange does not fall outside of I.R.C. § 3S2¢(a) simply
because the persons exchanging stock or securities in the
corporation recelve money or other property in addition to stock
or securities in the other corporation. Sese I.R.C. § 356(a). If
I.R.C. § 354(a) would apply to an exchange but for the fact that
the property received in the exchange consists not only of
property permitted to be received but alsc of other property or
money, then:

1. gain {(if any) to the recipient shall be recognized, but
not 1n excess of (a) the amount cf money received, plus
(b) the fair market value of property received; and

2. no lcss to the recipient shall be recognized.
I.R.C. §§ 356(a) and (c).

As defined in I.R.C. § 368{a) (1), the term "reorganizaticn”
means, among other things:

(A) a statutory merger or consolidation;

(G} a transfer by a corporation of all or part of its
assets to another corporation in a title 11 or similar case;
but only if, in pursuance of the plan, stock or securities
of the corporation to which the assets are transferred are
distributed in a transaction which qualifies under
section 354, 355, or 356.°

I.R.C. §§ 388(a)(2) and (3} provide rules for applying the
definitions of "reorganization" set forth in I.R.C. § 368{a) (1).

A transaction otherwise gqualifying under I.R.C.
§ 358 (a) (1) (A)

shall not be disqualified by reason of the fact that stock
of a corporation (referred to in this subparagraph as the
"controlling corporaticon") which before the merger was in
control of the merged corporation is used in the
transaction, if -

(i) afrer the transaction, the corporation
surviving the merger hclds substantially all of its

5 p transfer of the assets of a corporation shall be treated as made in
a title 11 or similar case if and only if any party to the reorganization is
under the jurisdiction of the court and the transfer is made pursuant toc a
plan of reorganization approved by the court. I.R.C. § 388(a) {3) (B).



CC.WR:SCA:SD:TL-N-768-99 page 12

properties and of the properties of the merged
corporation (other than stock of the controlling
corporation distributed in the transacciocn); and

(ii} in the transaction, former shareholders of
the surviving corporation exchanged, for an amount of
voting stock of the ceontrelling corporation, an amount
of stock in the surviving corporation which constitutes
control of such corporation.

T R.C. § 3588(a) (2)(E). 1In the case of a title 11 or similar
case, the regquirement of clause (ii) above shall be treated as
met 1f:

(i) no former shareholder cf the surviving corpcration
received any consideration for his stock, and

(ii) the former creditors of the surviving corporation
exchanged, for an amount of wvoting stock of the controlling
corporation, debt of the surviving corporation which had a
fair market value equal to 80 percent or more of the total
fair market value of the debt of the surviving corporatiomn.

I.R.C. § 388(a) (3)(E).

In this case, as part of a pla%anization submitted
to a bankruptcy court, I acguired by merging its
newly formed subsidiary, Merger Sub, with and into a

Bankruptcy and I.R.C. § 368(a) (1) (G)

We do not believe, despite the fact that the reorganization
took place under the jurisdiction of the bankruptcy court, that
I.R.C. § 368(a) (1) (G) applies to this transaction. I.R.C.

§ 368{a) (1) (G) was intended to cover transactions in which

(1) the debtor corporation transferred all or substantially all
of its assets to another corporation, (2) the debtor corporation
received all or substantially all of the assets of another
corporation, or (3) the debtor corporation created a new
corporation by transferring all or substantially of its assets.
The facts of this case do not fit into any cne of these
categories.

Merger and I.R.C. § 368(a) (2) (E)

it appears, from all of the information provided, that the
merger satisfies the requirements of Delaware law. gee Del. Code
Ann. tit. 8, § 251 {1958). Therefore, at first blush, it appears
rhat the transaction qualifies under I.R.C. § 368 (a) (1) (A).

Upon further review, 1t appears that the transaction does
not qualify under I.R.C. § 368(a) (1) (A), because the Taxpayer
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received stcck in -, the "controlling corporaticn," instead o
stock in Merger Sub, the merged corporation. is not a "party
to a recorganization' for purposes of T.R.C. § 368 (a) (1) (A). See
I.R.C. § 368{(b).° Consequently, the transaction does not fall
within the ambit of I.R.C. § 3&8{a}) (1) (n).

The transaction, however, does fall within the ambit of
I.R.C. § 368(a) (2)(E). First, held all of its assets
and all of Merger Sub'’s assets after the transaction, as required
by I.R.C. § 368(a)(2)(E)(i). Merger Sub's assets consisted only
of the consideration to be paid to the Taxpayer, i.e., stock in
B, the warrant for stock in . and cash. These assets are
not taken into acccunt in applying the "substantially all" test.

Treas. Rei. i 1.358-1(7)(iii). Second, the iiliiiiiii exchanged
stock in constituting control of for stock in
Bl :s required by I.R.C. § 368ia) i2f (E) (1i).7 sStated
differently, Il controlled after the merger, because
it owned all of the issued and outstanding shares of ;
stock.

2. Continuity-of-Interest Doctrine

To be tax-free, a reorganization must meet the judicially-
imposed reguirement of "continuity of interest,"® in addition to
the statutory reguirements set forth in I.R.C. §§ 2354, 356, and
368.

One aspect of the "continuity of interest" doctrine is the
continuity of business enterprise. See Treas. Reg. § 1.368-1(d).
There is no guestion here that [j continued te operate
business after the transaction.

¢ The term "party to a reorganization" includes "both corporations, in
the case of a reorganization resulting from the acquisition by one corporation
of stock or properties of another.” TI.R.C. § 368{(b)(2).

’ We note that, if the merger of Merger Sub into _were
intended to qualify under I.R.C. § 368(a) (1) (G}, the merger wculd not satisfy
I.R.C. § 368({a) (2) (E), because {1) the Taxpayer would not be allowed to
receive any consideration for its stock in _ and (2) the former
crediters of [N vculd have to exchange the debts owed by [ NI tor
stock inH. The requirements of I.R.C. § 368(a) (3) (E), however, do not maks
any sense, unless _ is the debtor and the party to the recorfanization
that is subject to the jurisdiction of the bankruptcy court. We helieve,
therafore, that the language of I.R.C. § 268(a) {3} (E) supports the proposition
that I.R.C. § 368(a){1){(G) does not apply to the facts in this case.

* This requirement is now set forth in Treasury Regulaticn §§ 1.368-
1(k), (d) and {(e).
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The other aspect of the "continuity of interest" doctrine is
the continuicy of proprietary interest. Continuity of
proprietary ilnterest requires that "in substance a substantial
part of the value of the proprietary interests in the target
corporaticn be preserved in the reorganization." Treas. Reg.
§ 1.368-1(e}) {1) (1) (emphasis added). A proprietary interest in
the target corporation is preserved 1f it is exchanged for a
proprietary interest in the acquiring corporation. Id. A
proprietary interest, however, is not preserved if it is acquired
- by the acquiring corporation for consideration other than stock
in the acguiring corporation. Id.

To meet the requirements for continuity of proprietary
interest, the stock received from the acquiring corporaticon must
have substantial value when compared to the wvalue transferred.
The Service has held that stock cf the acquiring corporation
equal to 50 percent of the value of the assets transferred is
substantial for purposes of "continuity of interest." See Rev.
Rul. 66-224, 1966-2 C.B. 114, The Supreme Court, however, found
the requisite continuity of interest in a case where assets were
transferred for consideration, 38 percent of which consisted of
preferred stock and 62 percent of which consisted of cash. John
A. Nelscon Co. v. Helvering, 296 U.S. 374 (1935).

In this case, the Taxpayer received the following
consideration for its shares of _stock:

1. R - 215 of conmon stock of

2. the Warrant; and
2. SN - cash. (Acain, cthe Taxpayer
claims toc have received S_ in cash).

See Merger Agreesment,
Taxpayer transferred
for:

§ 1.2(a). Or stated differently, the
shares of | s-0ck in exchange

SHE i B stock;

?? with respect £o the Warrant; and
I i cach.
The Taxpayer claims that the Warrant did ny value. The
total consideration, therefore, equals $ .

Assuming that the Warrant did not have any value, the

Taxpayer received stock in which constituted -perc'ent of
the total consideration received.’ We do not believe that this

1.
2.
3

3 Step l: total consideration = $_+ s -

scep 2: ratio of I scock received to total consideration =

s I
s - ; =M. The Taxpayer arrived at the same
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constitutes the reguisite continuity of interest for purposes of
I.R.C. § 368.

3. Tax Consequernces

The transaction, therefore, is treated as a sale of the
Taxpayer's shares of || scock in

Amount Realized

As stated above, the Taxpayer received at least sIHIINGG
in exchange for its shares of _ stock. BAgain, this
amount does not include the value, if any, of the Warrant.

Basis

The Taxpayer determined its basis in its _stock as
follows:

Basis in Stock $
Intercompany Payable Assumed
Bank Debt Assumed

Total s I

It seems logical to treat the Intercompany Payable as a
conversion of the debt owed by i to the Taxpayer to

equity. As such, the amount of the Intercompany Payable is
includible in the Taxpayer's basis.

Gain or Loss

Assuming that the Warrant did not have any value, the
Taxpayer realized a capital loss on the sale of §
Taxpayer can claim this loss in its £fiscal year ending
, but only to the extent of its capital gains. I.R.C.
§ 1211 (a). The Taxpayer can carry back the capital lgss back to
each of the 3 taxable years preceding the one ending
, and forward to each of the 5 taxable years succeeding
such year. I.R.C. § 1212({a} (1).

It is our understanding that the Taxpaver did pot have any
capital gains in its fiscal year ending NN

Basis in B stock -

The

The Taxpayer has a basis in the M stock received of

SEE. sec I.-R.C. 5 1012.

percentage in its analysis of the section 351 and redemption transactions.
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1. prsposiTIioN oF M stock
A, ORDINARY LOSS V. CAPITAL LOSS
1. Exchange of @ Stock for Mutual Release of Claims

We previously have opined on the Taxpayer's argument that it
ig entitled to an ordinary loss on the transfer of its shares of
. ook to BN o the grounds that it did not receive any
consideration for such steock and that, therefore, it did not sell
cr exchange such stock.

We disagreed with the Taxpayer on several grounds. First,
the terms of the agreement between the Taxpayer and
expressly identify the transaction as an "exchange." Second, the
Murual Release of Claims did constitute consideration. Third,
the Taxpayer's reliance on cases invelving the "surrender" of
stock is misplaced. The cases cited by the Taxpayer invalve the
surrender of stock to the issuing corporation. Despite the
Taxpayer's assertions to the contrary, the Taxpayer did not
"surrender" its - steck. It transferred the stock to
And in exchange, it received consideration in the form of a
release of claims and an agreement not to pursue litigation of
those claims.

2. Arrowsmith Doctrine

The Service recently obtained information from - that
sheds light on how to treat the transaction and provides an
additional argument for rejecting the Taxpayer’'s treatment of the
loss as an ordinary loss.

Ag stated above, - began guestioning the value assigned
to the _ stock in the Acquisition Agreement and
apparently threatened the Taxpayer with lawsuits arising out of
the Taxpayer's misrepresentations on the profitability of N

The parties resolved this dispute by entering into the
Exchange Agreement. According to ﬁ, the resolution reflects
the parties' agreement that the parties cverstated the wvalue of
the _ stock at the time of the merger. [l creaced
the receipt ©of the Taxpayer's shares oistock consistently

with this characterization. That is, allocated its basis

in stock among the shares received during the reorganization
in and the shares received from the Taxpayer in

we believe that |l s characterization of the transaction
raflects the true substance of the Taxpayer's transfer of
stock to - The transaction, therefore, involves a
reduction of the purchase price paid to the Taxpayer in the
merger of || 2s such, the transaction is intimately
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tied to the merger. And the gain or loss realized from the
transacticn should have the same character as any gain or lcss
realized on the merger. See Arrowsmith v. Commissioner, 344 U.S.
6 (1852).

B. SERVICE'S PRCPOSAL

If you have any questions, please call the undersigned at
(619) 557-6014.

GORDON L. GIDLUND
Assistant District Counsel

oy, S/ :

GRETCHEN A. KINDEL
Attorney




